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Working Capital in Public-Utility Regulation
By W. A. Paton
Conception

of

Working Capital

in

Unregulated Field

In the competitive field accountants and others concerned
usually define working capital from the so-called “proprietary”
point of view. That is, working capital, or net working capital,
is that portion of the funds represented by current assets which
can be said to have been contributed by the proprietors (in the
case of the corporation, the stockholders). Or, to put the matter
negatively, working capital is that portion of the funds represented
by current assets which can not be accounted for by reference to
the current liabilities. Thus working capital is defined, from the
point of view of source of capital, as embodied in current assets.
This conception and method of measurement, further, depends
upon certain rather arbitrary juxtapositions. It assumes:

1. That the fixed liabilities are never responsible for any part
of the current assets—doubtless not universally true.
2. That the current liabilities are never responsible for any part
of the non-current assets—a not unreasonable position in
general.

The foregoing raises the question of definitions of current and
fixed assets and current and fixed liabilities. With respect to the
first class, current assets, accountants generally include without
hesitancy the following:
1.
2.
3.
4.
5.

Cash on hand or in banks.
Readily marketable securities held in unrestricted form.
Accounts and notes receivable.
Inventories, including supplies.
Prepayments—insurance, rent, etc.

It is recognized that these groups are not all liquid to the same
degree. It is also recognized that in particular cases items at
taching at first sight to these classifications may be excluded from
current assets for special reasons. For example, cash received
through sale of securities and awaiting use for construction pur
poses can not be classed in the current group without distortion.
The same is true of cash in restricted funds which is to be used to
retire fixed indebtedness. Securities held in sinking funds and
other restricted form, however marketable intrinsically, can
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scarcely be viewed as an element in current position. Likewise
securities which are not liquid, though held in unrestricted form,
are not current assets. For example, a long-term bond receivable,
with no ready market available, and not maturing for some years,
is non-current. Similarly, accounts and notes may be ruled out
of the current group in some cases because of their non-liquid
character; and the same is true of inventories. Prepayments
running for more than two years, at the outside, are fixed rather
than current assets.
In defining “capital assets” for income-tax purposes the treas
ury department takes the position that as a rule assets held for
more than two years, and meeting the other conditions laid down
by the department, are capital assets.
In measuring and presenting working capital in the competitive
field, standards are often referred to, but no effort is made to
modify the amount of such capital in any case in the light of some
standard. For example, if a concern has an exceptionally large
amount of cash in the bank or a large amount of marketable
securities in its portfolio, available for current purposes if needed,
the concern is said to be in a strong working-capital position, but
in reporting its status no adjustment of working capital downward
is attempted.
General Conception of Working Capital in Regulated
Field

In the railway and public-utility fields the general conception
of working capital differs in at least two particulars from that held
in the competitive field. In the first place such capital is con
ceived, not from the proprietary or stockholders’ point of view,
but from the standpoint of the entire economic capital involved
(at least to the extent of the amount contributed by contractual
as well as proprietary investors). Second, in any determination
involving the question of rates the working capital to be ascer
tained is the reasonable or necessary amount which, in view of all
the circumstances, should be allowed for this element, rather than
the actual amount as shown by an examination of current assets
at the time the determination is being made.
Treatment

of

Current Liabilities

The basic and most difficult question involved in the measure
ment of public-utility working capital—a question singularly
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neglected in the discussions of this question—is the treatment of
current liabilities or floating debt. Undoubtedly in most utilities
a considerable part of the total economic resources devoted to the
enterprise is continuously represented by trade creditors’ accounts,
accrued payroll and other current obligations. And it follows
that the fact that this element is in effect contributed by the cur
rent creditors relieves the stockholders and bondholders from the
necessity of furnishing as large an amount of capital as would
otherwise be required of them. For example, if the total eco
nomic resources required amount to $200,000, and the current
creditors, under the credit conditions and financial arrangements
prevailing, can be relied upon continuously—once the business is
thoroughly launched—to contribute $20,000, it is obvious that
this reduces the total capital required of the long-term investors
to $180,000, or 90 per cent. of the entire amount needed to take
care of the requirements of the enterprise.
Are, then, the investors in the utility to be allowed to earn a
rate of return on assets or resources which require no sacrifice
on their part and for which they are not responsible? There is
undoubtedly something to be said by way of argument on both
sides. The general nature of the agrument in the negative is
indicated by the form of the question as stated. On the face of
the proposition it appears rather unreasonable to neglect to deduct
current liabilities from current assets required in computing fair
working capital for rate purposes, as this seems to be tantamount
to permitting the stockholders to earn something over and above
a fair return on the fair value of their investment. The revenue
rates allowed, it can be argued, should be sufficient to cover all
reasonable operating expenses and a fair allowance on the amount
contributed by the long-term investors, but they need not be
sufficient to cover such expenses and a reasonable rate of return
on the total economic wealth or capital employed, regardless of its
source. Further, it can be contended that the current creditors,
in view of existing financial methods, do not ask for a net return
on their contribution but only a repayment from time to time and
item by item of the principal amount contributed, and that
therefore nothing need be included in revenues in the nature of
such a net return. And if any element is so included, by means
of any regulatory decision, it will go not to the parties who perhaps
have some claim upon it, the current creditors, but to those who
have no such claim on any basis, the long-term investors.
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As a matter of fact there is good reason for saying that the
prices paid for materials and services obtained from the current
creditors implicitly include an element of net return on the capital
thereby furnished by such creditors. A creditor who sells a bill of
materials at a net price in ten days of $1,000, for example, pre
sumably includes in such price, in the average case, a reasonable
interest allowance. That is, in paying the bill of $1,000 the buyer
pays the cash cost of the materials and interest on such cash cost
for ten days. In allowing rates sufficient to cover all operating
costs and a net return to regular investors as well, therefore, the
regulating authority is in effect allowing the enterprise to earn the
immediate cash cost of materials and services furnished by current
creditors plus an implicit interest charge on such cash cost for the
average credit period—all in the form of operating expenses. But
under this assumption, it can still be maintained, the operating net
which is required should be restricted to the net return on the
capital elements furnished by the regular investors, those ex
plicitly entitled to participate in net earnings as ordinarily de
fined, as all other requirements are taken care of under operating
charges. In other words, again there seems to be indicated the
conclusion that the net revenue after operation logically contains
no reward for that part of the capital represented by current
creditors’ claims and that the amount of such claims is therefore
an offset to the necessary gross working capital, or total current
assets required, in defining and measuring the rate base.
To illustrate, suppose that in a particular case the total eco
nomic resources involved amount, on the average, to $200,000 and
that the sources of these resources are: capital stock, $100,000;
bonds, $80,000; current liabilities, $20,000. Suppose, further,
that a 7 per cent. return on total resources committed is con
sidered reasonable in this case, which gives a required amount
of $14,000. If now it be deemed that operating expenses so-called
include the necessary return on current creditors’ capital com
mitted, at an implicit rate of, say, 6 per cent., the net return
after expenses is $14,000 less $1,200 (6 per cent. of $20,000), or
$12,800, a return of 7.11 per cent. on the total stock and bond
capital of $180,000.
Despite the considerations indicated above, however, the case
for the deduction of current liabilities in ascertaining working
capital as a rate base is by no means conclusive. The problem
simmers down to the question of the underlying definition of net
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return as reflected in the attitudes and decisions of courts and
commissions. It is clearly established that in measuring fixed
or plant capital the method of financing or capitalization is
deliberately ignored in the calculation of the rate base and the
rate of return. That is, the amount of outstanding funded debt is
not deducted from asset values in determining the fair value of
the property for rate purposes; and the fact that part of the capi
tal may be obtained at a relatively low interest rate, with the
consequent possibility of thereby enhancing appreciably the rate
realized on the stockholders’ investment, is taken into considera
tion in setting the rate of return, not through an adjustment of
the value of the property. When it is determined, for example,
that a fair rate of return is 7 per cent. on the entire property
devoted to public service, it is recognized that if the capital struc
ture is represented by 6 per cent. bonds to the extent of 50
per cent. thereof the possible rate of return on the stock interest of
50 per cent. (assuming no current indebtedness for the moment)
is increased to 8 per cent. In rate determination per se there
is no effort made to restrict “trading on the equity”: this
question is directly dealt with only in reference to the approval of
general capital structures and particular security issues in financ
ing programmes. But it is to be assumed that the regulatory
agencies, in setting up fair rates of return, take into account in a
general way the possibilities of increasing the rate on the stock
holders’ interest in terms of typical or standard programmes of
distribution of capitalization between contractual securities and
stocks.
So far as short-term notes or other obligations carry explicit
interest which is treated as an income charge—a charge to operat
ing net—the current creditors involved are evidently in essentially
the same position as long-term creditors, and the operating net
so determined includes a return on capital represented by this
element in current liabilities. In such circumstances it would
obviously be improper to deduct the amount of such liabilities
from what would otherwise be the rate base, if it be assumed that
return to capital is to be conceived as net income prior to all
explicit interest charges. However, accounts payable, payrolls
accrued and current obligations generally, outside of bank loans
and similar items arising in short-term financing, seldom carry
explicit interest, as has already been pointed out, and any im
plicit interest involved is included in operating expenses before
291
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the balance is struck which must be considered from the stand
point of fair return. What conception of net return is involved in
public-utility regulation at this point? Do the courts and com
missions in setting rates of return take into consideration the fact
that an element of total economic resources is typically contrib
uted by current creditors who do not explicitly participate in net
earnings as recognized, and that the return allowed on the total
economic resources devoted to public service, over and above the
operating expenses allowed, must be tinctured by the fact that an
appreciable part of the resources involved are contributed returnfree, at least from the standpoint of the conventional arrangement
of income-sheet data? This is the crux of the whole question and
undoubtedly there is room for debate on the point. There has
been little or no discussion of it included in the statements of the
regulatory bodies with respect to fair rates of return in specific
cases. Usually the court or commission is content to give the
minimum non-confiscatory rate determined by reference to a
background of generalities as to current money costs, special risks
attaching, etc., with no attention to problems of the type under
consideration here. The records do show, however, that in cal
culations of working capital presented to the authorities and
accepted by them (perhaps with some modifications) as a basis for
decision, attention is usually concentrated on the question of the
essential current resources in the form of cash, supplies, etc.,
which are required by the enterprise if it is to function effectively,
regardless of the source of such current elements. On the other
hand there are numerous cases in which it has been held, at least
by implication, that bills payable should be canceled against
current receivables in the calculation.
Two special points, of limited theoretic significance but of some
practical force, may be mentioned. In the first place the amount
of cash required in established public utility is probably not much
augmented by the fact that materials, for example, are purchased
“on time” rather than paid for on the instant of delivery. That
is, the amount of invoices requiring settlement each day or week,
under a credit system, is not apt to vary much from the amount of
invoices coming in from day to day or week to week under a strict
cash-on-delivery system. Second, accrued liabilities such as pay
rolls under ordinary accounting procedure are represented im
mediately in operating expenses rather than in current assets on
hand; hence it would be quite improper to deduct the amount of
292
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such liabilities from the total of essential current assets in measur
ing working capital for rate purposes.
All in all, the case for deduction of current non-interest-bearing
obligations in ascertaining effective working capital as an element
in the rate base does not seem sufficiently conclusive to warrant
stressing such procedure in setting up the estimate of property
value in the specific case.
General Methods

of

Measuring

A study of rate cases discloses the fact that rather arbitrary
methods of measuring working capital, with the emphasis upon
the “necessary” and “required” amount rather than upon the
amount as shown by the concern’s record of current assets, have
been widely adopted. Methods of estimate based on the amount
of periodic operating expense have been in particular favor. It is
submitted that attention might well be paid to the amount of
working capital actually used by the enterprise, on the ground
that this furnishes as a rule the best evidence of the amount re
quired in all the circumstances. Generally speaking the operat
ing management is the best judge of the need for cash, materials
and supplies, etc., and it is to be assumed that the management
will adopt a billing practice which is sound in all the circumstances
and will push the collection of receivables as rapidly as possible.
Especially in view of the fact that current working assets com
monly have little earning power apart from their significance as
elements required for successful operation, the management can
generally be relied upon to see to it that cash, supplies, etc., are
not needlessly accumulated. It should be remembered that in
measuring the rate base the fixed assets actually in use are gener
ally given consideration, rather than some arbitrarily determined
standard layout, although assets of an obsolete type in use may
be valued on a different basis from that employed for up-to-date
property.
It is suggested, therefore, that the average amount of current
assets employed by the business over a reasonable period—say a
monthly average for a couple of years—as shown by the records,
and assuming adjustment for unusual items not associated with
true working capital position, and assuming materials and sup
plies properly valued, furnishes satisfactory evidence of the
amount of working capital to be allowed in the rate base. Such
an estimate should be supported, however, in all unusual circum
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stances, by reference to the recorded experience, on some appro
priate unit basis, of other representative concerns in the same
field.
Treatment of Cash and Liquid Securities

Cash received through sale of securities and on hand awaiting
use for construction purpose, retirement of fixed obligations and
other non-current purposes is not generally deemed to be a factor
in working capital. Cash on hand which can be said to represent
funds being accumulated for interest and dividend payments is a
more doubtful case. It is impracticable, of course, to pay interest
charges and dividends from day to day and it can be urged that
funds being accumulated to meet periodic interest and dividend
requirements represent an essential feature of utility operation
broadly conceived. Certainly the clerical and accounting ex
penses arising in interest and dividend disbursements are regu
larly included in operating expenses, and the stock of office sup
plies which must be carried for this purpose is admitted to be an
element in working capital. It would seem, accordingly, that
capital tied up in cash essential to the making of dividend pay
ments is as truly a part of allowable working capital as capital
tied up in the office supplies which are required.
The argument on the other side of this question is based on the
theory that it is unfair to allow the utility to earn a return on the
capital devoted to public service and at the same time permit a
return to be earned on funds representing the fair return itself as
they are awaiting disposition to investors. This is plausible, but
involves setting up a rather artificial point in the activities of the
enterprise. It can be urged that placing the return in the hands
of the stockholders and other investors is an inevitable and es
sential feature, viewing the matter realistically, and that any sum
of capital which must be continuously contributed to facilitate
effective handling of this matter is just as much a part of the capi
tal devoted to public service as any other increment in the total
necessary capital committed.
The view that temporary investments in idle funds in the form
of marketable securities can count as a part of working capital for
rate purposes is not widely held among utility experts. It seems
easier as a rule to justify the inclusion of a commercial bank ac
count, even though it may show a larger average balance than
bare necessities require, than it is to justify the inclusion of a
294
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fund whose unnecessary character, at the moment, is demon
strated by its investment in securities. At the same time the
adoption of a strict attitude on this point by the regulatory body
is scarcely to be supported. Money out on call, or invested in
high-grade readily marketable securities, is just about as available
as purchasing power as is the commercial bank balance. It may
be good business, in fact, to place the second line of cash defense—
a line perhaps considered absolutely necessary from the stand
point of the integrity and position of the business period by period
—in immediately liquid securities and loans yielding a somewhat
higher rate than can be obtained on commercial bank deposits.
It does not follow that such funds are removed from working
capital and the rate base. It is entirely a question of what
amounts in cash and immediate cash equivalents experience
shows to be needed. Assuming that this requirement can be
approximated by a careful study of the records and reference to
other situations, it does not matter what concrete form the funds
take so long as they can be made immediately available as
purchasing power if desired. Incidentally it should be remem
bered that not all of a commercial bank account is actually avail
able ; the free balance is only that part of the account in excess of
the minimum average amount required by the bank as an evidence
of responsibility and as a part offset to the cost of service rendered
by the bank. In other words, in estimating the cash element of
working capital a reasonably liberal and realistic interpretation
of the feasible financial arrangements involved should be adopted.
Funds accumulated to retire long-term indebtedness—whether
in the form of trust funds, bank accounts or otherwise—are
regularly excluded from current assets, as stated earlier. It per
haps does not follow indisputably that they should be excluded
from the total rate base. They are, of course, not being devoted
to public service in any technical sense and they are an element in
current position as ordinarily conceived. Assuming, however,
that the operation of a utility in the best manner involves the
use of sinking funds for long-term debt, and that the earnings on
such funds are typically at a lower rate than the rate paid on the
outstanding bonds, it could be argued that the element in total
required capital representing the average sinking-fund status is
a necessary element and is entitled to a return (and that the earn
ings of the fund should be included in income as a part of the
utility’s revenues). An obvious objection to this assumption
295
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is based on the fact that regular or irregular serial retirement
either through call or market operations is a distinct possibility
and may in fact be preferable from a business standpoint to a long
term accumulation at a low rate of interest. Further, refunding
is an important alternative to the use of the sinking fund. Cer
tainly the public can not be expected to pay a return on retired
capital or on funds liberated from operation which may be used
for such retirement or may be voluntarily invested in a field other
than public service with a view to utilization for debt amortization
or some other purpose.
Treatment of Receivables

There has been a great deal of discussion of methods of billing
and collecting and the valuation of receivables as an element in
working capital. Some hold that only the costs of production
involved in accounts receivable are a part of the rate base, on the
ground that to include the income element would involve requiring
the public not only to pay a return on the actual capital involved
but also on the profits implicit in the situation—double counting.
This position, assuming ordinary accounting methods and adop
tion of the conventional interpretation of net return, is fallacious
in rate cases. If the customer has been billed and revenue has
been credited—the almost universal practice—the income ele
ment involved in the billing has been acknowledged to be earned,
and it becomes an element in the net operating revenue the
adequacy of which is in question in the rate adjudication. That
is, once the concern has recognized the income involved, and it
becomes an element in the figure of net return which is to be ap
plied to the rate base in determining the propriety and fairness of
such return, the funds representing such income from an asset
standpoint are indisputably a part of the rate base, provided only
that they are tied up in essential aspects of public-utility opera
tion. As to this latter question there can be no doubt of the im
practicability of securing instantaneous payment of all billings.
There is bound to be a lag, which should, however, be no greater
than is inevitable under sound business methods. In other words,
the typical utility must secure from some source, continuously,
an element of capital to take care of this lag, and such element
is just as clearly and fully a part of effective working capital—
assuming sound practices—as any other increment of capital
involved.
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To settle any lingering doubt on this question, one need only
consider the effect of further steps in accounting for gross revenue
and receivables. The item of net return involved in crediting
revenue in an account billed (preferably exclusive of regular dis
counts allowed) may pass into net income and into surplus before
the account is collected. However, when collection takes place
the item from an asset standpoint may become a part of the normal
bank balance or the cash may be used to expand (in view of legiti
mate needs) inventories or other assets devoted to public service.
Accordingly it can be insisted that unless it be assumed that net
earnings devoted to bona-fide operating purposes can not be
considered a part of the rate base, it is clear that acknowledged
net earnings devoted to carrying accounts receivable in a neces
sary and proper way can be included in effective working capital.
If the position indicated here is adopted it follows that nothing
can be included in working capital as a special item to cover costs
of accounts not yet billed and credited to revenue. If such costs
are in the form of supplies or other deferred charges, they will
appear in the working capital computation under the appropriate
heads. If such costs—as is usually the case—have been charged
to operating expenses even though the billing has not been taken
care of, the amount of them becomes a charge to gross income and
registers its effect on acknowledged net income through a reduc
tion of this figure below the amount which would appear if expense
accruals and gross revenue accruals were on a completely con
current basis in the accounting records. Accordingly, and unless
there is to be a revolution in accepted accounting methods at this
point and a corresponding redefinition of net return by the
regulatory bodies, there is no equity in attempting to include
in working capital the estimated cost incurred in billings not made,
since this cost either appears under other heads or has already
been charged to the revenue which is to furnish a basis for the
comparison of earning power and fair value with a view to dis
closing the propriety of such earning power.
Treatment of Inventories

Assuming proper business practices—which generally should
be assumed unless there is definite evidence to the contrary—
the principal question with regard to the inventories of materials
and supplies is that of valuation. Book records must be checked
by more or less complete examination of the inventories, and care
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must be taken to see that worn and obsolete materials are not
included or are included at the minimum valuation indicated by
the circumstances.
A minor question that arises here—which has had some atten
tion in rate cases—is that of classification. Should materials
carried, which will be devoted to new construction, be included in
working capital? The answer is that it does not matter greatly
whether they are included or not, provided such materials are
required for legitimate programmes and have been purchased
wisely. That is, the amount of materials necessarily on hand
for necessary construction, like work in progress, represents es
sential capital expenditure and hence is a part of the capital to be
included in the rate base. As a matter of convenience it is prob
ably advisable, in the absence of unusual circumstances, to include
this item under current assets rather than fixed assets, especially
since a specific and complete separation of materials into items to
be devoted to maintenance and items to be devoted to new con
struction is seldom feasible. In the construction of an entirely
new plant, of course, the return on capital in progress is usually
provided in a backhanded way through the allowance for interest
during construction, and it can be argued that capital tied up in
relatively minor additions during the necessary period from date
of expenditure to date of turning over to public service should be
taken care of in a similar manner rather than through the operat
ing net return per se.
Treatment of Prepayments

Ordinary prepayments such as insurance premiums are an ele
ment in working capital. Long-term advances, essential to opera
tion, are likewise to be viewed as a factor in total capital invested,
but are not highly current working capital. Advances to the con
cern by customers and others represent a special liability which
accounts for a part of the capital of the enterprise. On the face of
it, such contributions should be treated as an offset in the working
capital (or fixed capital) computation, although in strict logic
this conclusion may be somewhat debatable, as was indicated
above in the discussion of ordinary current liabilities.
Treatment of Earnings on Funds

In conclusion reference must be made to the problem of treat
ment of interest and other direct earnings which may accrue on
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current assets that are generally considered as elements in working
capital. Bank accounts may draw interest. Call loans and
liquid securities have an earning power. Interest is occasionally
charged on receivables (and allowed on payables). It is main
tained that the fact that such earnings are present does not afford
a proper basis for the exclusion of the earning assets—or any por
tion of them—from working capital. Such earnings, however,
should be credited to operating income, so that the favorable effect
of holding certain current assets is recognized in the net return
which is to be compared with the rate base. If this is done the
operating net return as recognized is increased by such earnings
and it then becomes equitable and proper to treat the total of the
assets involved, without adjustment, as elements in the working
capital base. This, of course, assumes that the assets under
consideration are clearly legitimate elements in view of the needs
of operation.
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